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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

VALUATION OF ENDOWMENT-FUND INVESTMENTS
Question: A large educational institution having several endowment funds
has $100,000 of one of these funds invested in the running stock of local building
and loan associations. These stocks have been paying 5 and 6 per cent, interest
annually for years and the face value has been paid the holder at any time
upon request. They have been considered locally the most secure form of
investment.
Since May all local building and loan associations in this particular city have
been “on notice”—that is, they have not been in position to pay withdrawals
nor have they paid interest. Recently the educational institution has had no
income on which to operate the particular department provided for by this
endowment.
In the emergency the trustees sold the $100,000 running stock for $65,000
and purchased with that amount an assortment of industrial utilities and real
estate bonds, which average 5 per cent, interest on the face value and give the
same income to the fund as before.
In preparing the balance-sheet at the end of the year the treasurer of the
institution wants to carry the investment account at the original figure claiming
the transaction was merely a “switch ” in securities, the new bonds are equal in
value to the old stock and the new bonds will be at par on the market long
before the old building and loan stock.
Had the trustees merely “switched” the securities perhaps such a plan
might not be criticized. But they did not do this—they actually sold the old
securities for cash and invested the same cash in the new securities.
In your opinion is the treasurer justified in carrying the investment account
at the original figure of $100,000?
Answer No. 1: It seems to us that the conversion of the stock into bonds is a
closed transaction which can not properly be recorded except in accordance
with the facts. While the conversion was controlled by emergency conditions
which required the freeing of capital, otherwise non-productive, wherewith to
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produce income for the designated purpose, and while, further, the income
from the new securities is maintained at the old level, it should not be sup
posed, so we consider, that the purpose, the motive, of an emergency conversion
sanctions the appreciation of the bonds now held.
It is understood that, in normal circumstances, the securities of an endow
ment fund are held primarily for income—and security—but an impairment of
the capital of the fund, actually sustained, can not be denied or disregarded
because the income yield has not diminished.
When we have passed through the depression it may well be that security
prices will once more tend to be in line with intrinsic values, thereby bringing
about a probable restoration of the capital of the fund. This we mention in
passing without further discussion; meanwhile, to sum the matter up, it seems
to us that the recognition of present emergency values does not sanction the
valuation of the bonds at more than the cost, namely, $65,000.

Answer No. 2: In our opinion the treasurer’s contention that the transaction
was merely a “switch” is fallacious. The institution definitely took a loss on
the sale of the building-and-loan-association stock, and now has bonds which
are worth—or were worth at the time of the purchase—only $65,000. As a
matter of fact, if the building-and-loan-association stock had not been sold,
good judgment would have dictated recognizing the loss in its value, so that the
investment, and the related endowment fund, would have been written down.
It seems to us that the loss ought to be recognized in the accounts at the time of
sale of the stock and purchase of the bonds. No doubt the trustees can, if they
choose, write up the bonds from $65,000 to $100,000, but if that is done the
facts ought to be stated in the report.

DEPRECIATION RATES ON MACHINERY AND EQUIPMENT

Question: This question is one of a technical nature concerning machinery and
equipment, the assets being recorded on the books of a corporation in a group
account and depreciation being computed thereon at the rate of 15 per cent, per
annum. The question is, upon breaking down the asset account by specific
items that have a physical existence at the time of the breaking down, do you
consider the proper method of ascertaining related depreciation to each
specific item to be 15 per cent, per annum from the date of acquisition of each
item, based on the value thereof?
At the time of this break-down it is ascertained that for various reasons, such
as not clearing the asset account upon the disposal of any asset, after abstract
ing the 15 percent, per annum reserve for depreciation for each specific item, there
remains an excess balance in the reserve for depreciation account. It is con
tended that this excess reserve should be adjusted to surplus. It is also con
tended that such excess reserve should be allocated against the oldest specific
item in the inventory until this excess depreciation has been allocated. This
method results sometimes in fully depreciating an asset perhaps only one or
two years old.
Answer: It seems to us quite clear that, under the stated conditions, the de
preciation relating to specific items would not be correctly determined by
applying against the individual items 15 per cent, per annum, based on the value,
from the date of acquisition of each item.
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The original composite rate of 15 per cent, per annum is the resultant of a
series of varying rates, ranging from a high of, say, 25 per cent, to a low of 10 per
cent, so that manifestly it would be incorrect to apply what is a weighted aver
age, the composite rate, against specific items which, separately considered,
carry a higher or a lower rate. The following table will illustrate the point:

Item
1............
2............
3............
4............

Cost less
residual
value
$35,000
15,000
30,000
20,000

Estimated
life
6 yrs. (approx.)
33/4 “
10
10

Annual
depreciation
(straight
line)
6,000
4,000
3,000
2,000

15,000

$100,000

Depreciation
rate
162/3
262/3
10
10

15% = Composite

Now, while a composite rate of 15 per cent, will provide for the amortization
of the cost of the plant as a whole, it is immediately apparent that such a rate
is not applicable even to a single unit.
It seems to us that the only satisfactory accounting will be to compute the
depreciation on the separate units—the correct basis in any case—and inas
much as the original group account has now been broken down into its constit
uent elements, the necessary data should be readily available. If, after ad
justment for retirements, the reserve for depreciation as now recorded is in
excess of the depreciation so computed, the difference may with propriety be
transferred to surplus.
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